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MVEMORANDUM OPI NI ON

LARO, Judge: Petitioner seeks a declaratory judgnment under
section 7476 that its enpl oyee stock ownership plan (ESOP), the
M chael C. Hollen, D.D.S., P.C , Enployee Stock Oanership Plan,

and its related enpl oyee stock ownership trust (ESOT) are
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gual i fied under sections 401(a) and 501(a), respectively.?
Respondent determ ned that the ESOP and the ESOTI did not qualify
under sections 401(a) and 501(a), respectively, for the plan year
ended Cctober 31, 1987 (1987 plan year), and for all plan years
thereafter. W sustain that determ nation.

Backgr ound

The parties filed a joint notion for |leave to submt this
case for decision under Rule 122. W granted their notion and
decide this case on the basis of the pleadings and the stipul ated
adm nistrative record. See Rule 217(a). W incorporate the
stipul ated record herein.

Petitioner is a professional corporation that reports its
i ncome and expenses on the basis of the calendar year. It
enpl oys its principal shareholder, Mchael C. Hollen (Dr.

Holl en), as a dentist and as a corporate officer. [Its principal
pl ace of business was in lowa when the petition was fil ed.

Petiti oner began sponsoring the ESOP on Novenber 1, 1986.°2
The ESOP’s adm nistrator is Dr. Hollen; he also is the ESOT’ s

trustee. The ESOP's plan year initially ended on Cctober 31 but

1Unl ess ot herwi se noted, section references are to the
appl i cabl e versions of the Internal Revenue Code, and Rul e
references are to the Tax Court Rules of Practice and Procedure.

2The earliest plan docunent in the record is from Sept. 15,
1994. The record is unclear whether the plan applied for or
received a favorable determnation letter fromthe Interna
Revenue Service at inception.
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was changed in 2001 to end on Decenber 31. As of its plan year
ended Decenber 31, 2002, the ESOP had 15 participants and/or
beneficiari es.

The ESOT’ s prinmary asset was stock in petitioner. On
Oct ober 12, 17, and 18, 1989, the ESOT borrowed a total of
$416, 920 and used those proceeds to purchase a total of 130,696
shares of petitioner’s stock. During the ESOP s plan year ended
Cct ober 31, 1989 (1989 plan year), petitioner distributed
$200, 000 to the ESOI, and the ESOT used the $200,000 to repay a
I i ke anount of the borrowings. |In connection with that
repaynment, the ESOT all ocated $200, 000 of petitioner’s conmon
stock to the accounts of the ESOP participants; $150,339 of that
all ocation went to Dr. Hollen s account.

Petitioner retained Stephen Thielking (Thielking) as the
ESOP' s accountant. Thielking is a certified public accountant,
and he apprai sed the stock held by the ESOT in 2001, 2002, and
2003.

On January 1, 2001, the ESOP was anended effective as of
that date. On Decenber 27, 2002, petitioner requested a
determ nation fromthe Conm ssioner as to the qualified status of
the ESOP as anended in 2001. Petitioner withdrew that request on
August 4, 2003. On May 15, 2008, the Comm ssioner issued a final

nonqual ification letter, which underlies this proceeding.
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Di scussi on

Section 7476(a) authorizes this Court to render the
request ed decl aratory judgnment, subject to the limtations of
section 7476(b). Neither party argues that any of those
[imtations is not nmet, and we are satisfied that we have

jurisdiction over the petition. See generally Efco Tool Co. V.

Conm ssioner, 81 T.C. 976 (1983) (discussing this Court’s

jurisdiction in the setting of a declaratory judgnent case such
as this).

Respondent determ ned that the ESOP and the ESOT failed to
qual i fy under sections 401(a) and 501(a), respectively, because:
(1) The ESOP was not tinely anmended to include provisions
requi red by sections 402(c)(4)(C, 414(n)(2)(O, (qgq), and (u),
and 415(c)(3); (2) the ESOP failed to follow the vesting schedul e
requi red by section 411(a)(2)(B); (3) the ESOP failed to use an
i ndependent apprai ser to appraise enployer securities as required
by section 401(a)(28)(C); and (4) the beneficiary account of Dr.
Hol | en exceeded the all owabl e anount of annual additions for the
1989 pl an year.

Respondent’s determ nation is presuned to be correct, and

t he burden of proof is on petitioner.® See Rule 142(a); Wlch v.

]ln certain cases, sec. 7491(a) places the burden of proof
on the Comm ssioner “with respect to any factual issue relevant
to ascertaining the liability of the taxpayer for any [Federal
i ncone or estate] tax”. W need not deci de whether sec. 7491(a)

(continued. . .)
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Hel vering, 290 U. S. 111, 115 (1933). To prevail, petitioner nust
prove that respondent abused his discretion. Under this
standard, petitioner nust persuade the Court that respondent’s
determ nati on was unreasonable, arbitrary, or capricious. See

Buzzetta Constr. Corp. v. Comm ssioner, 92 T.C 641, 648 (1989).

Petitioner has failed to do so.

Section 401(a) lists requirenents which nmust be net in order
for a trust to be considered a qualified trust entitled to
preferential tax treatnment under section 501(a). See generally

Ronald R Pawl ak, P.C. v. Conmmi ssioner, T.C Meno. 1995-7

(discussing the types of preferential tax treatnent under section
501(a)). In addition, the Enployee Retirenment |Inconme Security
Act of 1974, Pub. L. 93-406, sec. 402(a)(1l), 88 Stat. 875,
requires that the plan be in witing. See also sec.
1.401-1(a)(2), Income Tax Regs. Congress established the witing
requi renent so that every enpl oyee may, on exam ning the plan
docunent, determ ne exactly what his or her rights and
obligations are under the plan and who is responsible for

operating the plan. See Curtiss-Wight Corp. v. Schoonejongen,

514 U S. 73, 83 (1995); H Conf. Rept. 93-1280, at 297 (1974),

3(...continued)
applies to declaratory judgnent actions such as this. This is
because sec. 7491(a) is not applicable where, as here, the
t axpayer makes no argunment as to the applicability of the section
and fails to show that the prerequisites for its applicability
have been net.
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1974-3 C. B. 415, 458. Wth these basic principles in mnd, we
turn to anal yzing respondent’s determnation as to the ESOP s
qualification under section 401(a). W do not specifically
di scuss the qualification of the ESOT under section 501(a)
because the exenption of the ESOI under section 501(a) follows
fromthe qualification of the ESOP under section 401(a). See

Ronald R Pawl ak, P.C. v. Conmi ssioner, supra.

Di squal i fying Reason 1: ESOP Not Properly Anended

The Smal | Business Job Protection Act of 1996, Pub. L
104-188, 110 Stat. 1755, and the Internal Revenue Service
Restructuring and Reform Act of 1998, Pub. L. 105-206, 112 Stat.
685, anmended the plan qualification requirenents under sections
402(c)(4)(C) (eligible rollover distributions), 414(n)(2) (0O
(definition of enployee |easing), 414(q) (definition of highly
conpensat ed enpl oyee), 414(u) (special rules for veterans), and
415(c)(3) (D) (participants’ conpensation). Respondent determ ned
that the ESOP did not qualify under section 401(a) because it was
not tinmely anended to reflect these | aws.

Petitioner did not anmend the ESOP in accordance wth the
effective dates set forth in the referenced statutes. Al the
sane, the ESCP may retroactively qualify under section 401(a) if
remedi al anendnments were nmade during the renedi al anmendnent

period described in section 1.401(b)-1, Incone Tax Regs. That
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section provides that a plan such as the ESOP may qualify
retroactively if:

on or before the |ast day of the renedi al anendnent

period * * * with respect to such disqualifying

provision, all provisions of the plan which are

necessary to satisfy all requirenments of sections

401(a), 403(a), or 405(a) are in effect and have been

made effective for all purposes for the whole of such

period. * * * [Sec. 1.401(b)-1(a), Inconme Tax Regs.]
For this purpose, the |ast day of the renedial anendnment period
is determned by reference to section 1.401(b)-1, Incone Tax
Regs. In accordance with that section and with Rev. Proc.
2001-55, 2001-2 C. B. 552, the last day of the renedial anendnent
period at issue was February 28, 2002.°

The chart bel ow shows the effective dates for sections
402(c)(4) (O, 414(n)(2)(©, (q), and (u), and 415(c)(3)(D, the
dates on which the ESOP adopted its rel ated anendnents, and the

dates on which the ESOP made each of those anendments effective.

Requi r ed Amendnent Amendnent
Effective Adopt ed Effective
Section Dat e Dat e Dat e

402(c)(4) (0O Jan. 1, 1999 Jan. 1, 2001 Jan. 1, 2001
414(n)(2) (O Nov. 1, 1997 Jan. 1, 2001 Jan. 1, 2001
414(q) Nov. 1, 1997 Jan. 1, 2001 Jan. 1, 2001
414(u) Dec. 12, 1994 Jan. 1, 2001 Jan. 1, 2001
415(c)(3) (D) Dec. 31, 1997 Jan. 1, 2001 Jan. 1, 2001

“The renedi al amendnent period extension provision of sec.
1.401(b)-1(e)(3), Incone Tax Regs., does not apply because
petitioner requested the determnation letter on Dec. 27, 2002,
after the renedi al amendnent period expired.
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Al t hough the ESOP adopted its anmendnents on January 1, 2001,
before the expiration of the renedi al anmendnent period, the
anendnent failed to nake the provisions effective as of the
required effective dates. The ESOP is therefore not qualified
under section 401(a) because the required provisions failed to be
effective for the whole of the renedial anendnent period. See

sec. 1.401(b)-1, Incone Tax Regs.; see also Ronald R Paw ak,

P.C. v. Conmi ssSioner, supra.

Di squalifving Reason 2: Certain Plan Participants Not Credited
According to Vesting Schedul e

Section 401(a)(7) requires that the ESOP satisfy the vesting
requi renments of section 411. Section 411(a)(2)(B)(iii) provides
for a vesting schedul e whereby an enpl oyee vests in plan benefits
over a period of 6 years, pro rata. The ESOP s plan docunent
reflects the vesting schedule required by law, but the ESOP in
operation did not follow that schedule. The follow ng chart
shows the vesting percentages reflected in the ESOP s records

conpared with those required under section 411(a)(2).°

Vesting Percentage Vesting Percentage
Enpl oyee Per Pl an Records Requi red Under Sec. 411(a)(2)
Ann Tarr - 0- 80
Susan Bess 40 100
Jodi Robi nson 20 - 0-
Cynt hi a Dunn - 0- 40
Kerry New and - 0- 20
Sar ah \Wheet er -0- 40

SPetitioner clains that “any required corrections have been
made”, but the record does not substantiate this claim
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The ESOP fails to qualify under section 401(a) because it
did not properly vest in operation in accordance with the
schedul e required by the plan. See sec. 1.401-1(b)(3), Incone
Tax Regs. (stating that “The law is concerned not only with the
formof a plan but also with its effects in operation”); see al so

Wnger's Dept. Store, Inc. v. Commi ssioner, 82 T.C. 869, 876

(1984) (stating that “the operation of the trust is as rel evant

as its terns”); Quality Brands, Inc. v. Conm ssioner, 67 T.C

167, 174 (1976) (holding to the sane effect). Petitioner offers
no explanation as to why the vesting schedules on the ESOP s
books did not properly reflect the provisions of the plan
docunent’ s vesting schedule. Mreover, petitioner declined
respondent’s offer to participate in a closing agreenent program
(CAP) which would allow for retroactive conpliance. Because the
ESOP was not operationally in conpliance, we hold that it failed
the requirenents of section 411 (and hence section 401).

Di squal i fyi ng Reason 3: ESOP Failed To Use | ndependent Appraiser

Petitioner asserts that Thiel king was a perm ssi bl e
apprai ser of the ESOI's stock in petitioner. W hold otherw se.
Section 401(a)(28)(C provides that all enployer securities which
are not readily tradable on an established securities market nust
be val ued by an *“independent appraiser”. Since petitioner’s
stock is not traded on an established securities market, an

i ndependent apprai ser had to value the ESOI’ s hol di ngs of that
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stock. As relevant here, an “independent appraiser” neans a
“qual i fied appraiser” as defined by section 1.170A-13(c)(5)(1),
| ncome Tax Regs.

The ESOP fails at |l east two requirenents of that section.
First, section 1.170A-13(c)(5)(i), Incone Tax Regs., requires
that the appraisal summary contain a declaration that the
i ndi vidual holds hinself out to the public as an appraiser. The
appraisal letters covering the 2001 t hrough 2003 plan years state
t hat “The undersi gned holds hinself out to be an appraiser”
However, there is no signature below that statenent on any of the
letters (there is an unsigned line for a signature with the word
“apprai ser” typed below). Second, section 1.170A-13(c)(3)(ii)(F)
and (5)(i)(B), Incone Tax Regs., requires that the qualified
apprai ser who signs the appraisal nmust list his or her
background, experience, education, and nenbership, if any, in
pr of essi onal apprai sal associations. The appraisal here is not
signed, and the appraisal summary does not |list the referenced
i nformati on.

We concl ude that the ESOI’ s hol di ngs of petitioner’s stock
were not valued by a “qualified appraiser” and that the ESOP
therefore fails the requirenments of section 401(a)(28)(C (and
hence section 401(a)). Petitioner does not assert that the
substantial conpliance doctrine applies. See Bond v.

Comm ssioner, 100 T.C 32 (1993).
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Di squal i fyi ng Reason 4: Excess Annual Additions Allocated to Dr.
Hol | en

Section 401(a)(16) provides that a trust is not qualified if
the plan “provides for benefits or contributions which exceed the
limtations of section 415.” For the 1989 plan year, a
participant’s annual additions were limted to the | esser of
$30, 000 or 25 percent of the participant’s conpensation. See
sec. 415(c)(1).

The parties dispute whether respondent properly
recharacterized $150, 339 of the $200, 000 dividend paid to the
ESOP as an annual addition subject to the |imtations of section
415(c). The term “annual addition” includes enpl oyer
contributions, enployee contributions, and forfeitures. See sec.
415(c)(2). The termgenerally does not include a dividend on
enpl oyer stock distributed to an enpl oyee stock ownership plan
whi ch uses the distributed proceeds to pay interest and principal
on an enpl oyer securities acquisition [oan. See id.; see also
sec. 404(a)(9). Section 1.415-6(b), Incone Tax Regs., however,
recogni zes that certain transfers to such a plan, although not
| abel ed as a contribution or forfeiture, may in fact be an annual
addition. To conbat such abuse, section 1.415-6(b)(2)(i), Incone
Tax Regs., allows the Comm ssioner “in an appropriate case,
considering all of the facts and circunstances, [to] treat

transacti ons between the plan and the enpl oyee or certain
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all ocations to participants’ accounts as giving rise to annual
additions.” Respondent treated $150, 339 of the $200, 000 divi dend
as such an annual addition to Dr. Hollen's account.

We review that determ nation for abuse of discretion, and we
find none. Dr. Hollen was the primary beneficiary of the
$200, 000 dividend distributed to the ESOT and of the ESOT' s use
of those proceeds to repay a |i ke anount of the borrow ngs
obtained to purchase the stock of petitioner. That repaynent was
of funds borrowed by the ESOT to buy $200, 000 of conmon stock
held by the ESOT, approximately 75 percent of which was all ocated
to the account of Dr. Hollen. The effect of the financing, which
was proximate to the distribution, was to provide petitioner with
a deduction for the principal paynents on the | oans, see sec.
404(a) (9) (A), without any correspondi ng i nhcone recognition by
either petitioner or the ESOI. This in turn increased the val ue
of the stock held by the ESOT (primarily to Dr. Hollen’s benefit)
by the value of the income tax savings. Gven these facts, we do
not believe that respondent abused his discretion when he
recharacterized the $150,339 in “earnings” allocated to Dr.

Hol | en as an annual addition. See Steel Balls, Inc. v.

Comm ssioner, T.C Meno. 1995-266, affd. w thout published

opinion 89 F.3d 841 (8th Cir. 1996).
We conclude that the ESOP failed the requirenent of section

401(a)(16) for the 1989 plan year because Dr. Hollen s ESOT
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account received an annual addition in excess of the Iimtations
of section 415(c). Because the ESOP never took any action to
correct this failure, the ESOP al so was not qualified in plan

years after that date. See d endenen v. Conmm ssioner, T.C Meno.

2003-32, affd. 345 F. 3d 568 (8th Cr. 2003); see also Martin

Fi reproofing Profit-Sharing Plan & Trust v. Comm ssioner, 92 T.C.

1173, 1184 (1989) (stating that “corrective action of the sort
set forth in the regulations is a prerequisite to requalification
of atrust, followng a violation of section 415"). Petitioner
had the opportunity to correct this failure through the CAP but
chose not to do so. W hold that the ESOP is disqualified for
1989 and for all subsequent plan years.

Concl usi on

We sustain respondent’s determ nation that the ESOP and ESOT
were disqualified for the 1987 plan year and for all plan years
thereafter.® W have considered all argunents nmade by petitioner
for holdings contrary to those expressed herein and reject these
argunents not discussed herein as irrelevant or without nerit.

Accordi ngly,

Deci sion will be entered

for respondent.

W& uphol d respondent’s determ nation that the ESOP was
disqualified for the 1987 and 1988 pl an years because there is no
pl an docunent in the record for those years.



